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Pis a nonprofit corporation. |Its sole activity
involves renting out its two parcels of debt-financed
commercial real estate and distributing the profits to
a sec. 501(c)(3), I.R C., organization.

P applied for tax exenption under sec. 501(c)(3),
|.R C. In 2003, R sent a final adverse determ nation
letter to P at an incorrect address; P did not receive
the letter until Rsent it to P's counsel in 2005. P
filed its petition within 90 days of receiving the
final adverse deternmnation letter.

Hel d: Because R s initial, msdirected adverse
determnation letter was ineffective for purposes of
triggering the 90-day period under sec. 7428(b)(3),
|.RC, P s petition was tinely. Held, further,
because P's rental activity is not excluded from
classification as a “trade or business” under sec.
502(b)(1), I.RC, Pis a feeder organization under
sec. 502, I.R C, and is not operated exclusively for
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charitabl e or other exenpt purposes within the neaning
of sec. 501(c)(3), I.RC

Janmes J. Workland and Gary C. Randall, for petitioner.

Mark A. Weiner, for respondent.

OPI NI ON

THORNTON, Judge: Respondent denied petitioner’s request for
t ax- exenpt status under section 501(c)(3).! Pursuant to section
7428, petitioner seeks declaratory relief.

The parties submtted this case to the Court without trial
to be decided on the basis of the pleadings and the parties’
stipulation as to the admnistrative record. See Rules 122,
217(b). The Court’s decision will be based upon the assunption
that the facts as represented in the admnistrative record, as
stipulated, are true. See Rule 217(b).

Backgr ound

Petitioner

On Decenber 26, 2000, petitioner was incorporated in the
State of Washington as a nonprofit corporation. Wen it filed
its petition, petitioner’s principal place of business was in

Spokane, Washi ngt on.

1 Unl ess otherwi se indicated, section references are to the
| nt ernal Revenue Code, as amended; Rule references are to the Tax
Court Rules of Practice and Procedure.
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Petitioner characterizes its sole activity as receivVving
rental income fromcomercial real estate that it owns and
distributing the net proceeds to Chi Rho Corp. (Chi Rho), a
publicly supported section 501(c)(3) organization.

Articles of |ncorporation

Petitioner’s articles of incorporation state that it is
organi zed and shall be operated exclusively for charitable,
educational, and scientific purposes within the neani ng of
section 501(c)(3), by nmaking distributions to carry out the
charitabl e, educational, and scientific purposes of Chi Rho.
articles of incorporation further state that petitioner “is
organi zed to act as a supporting organi zation for Chi Rho
pursuant to section 509(a)(3)”.

Board of Directors and Oficers

The

Petitioner’s initial board of directors consisted of three

i ndividuals: Hudson R Staffield, Cynthia T. Staffield

(collectively, the Staffields), and Peter A. Wtherspoon. These

three individuals al so served as petitioner’s president,

secretary/treasurer, and vice president, respectively. They each

devot ed, on average, about 3 hours of service per week to these

positions.

Petitioner's Real Estate Acquisitions

In 1997, the Staffields purchased two commercial retai

buildings (the real estate) that are part of a retail center

in
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Wenat chee, Washington. The Staffields paid $2,297,000 for the
real estate, borrowing a portion of the funds fromthe Washi ngton
Trust Bank.

I n Decenber 2000, the Staffields gave the real estate to
petitioner. 1In a certificate of corporate resolution dated
Decenber 28, 2000, petitioner agreed to accept the real estate
and to assune the outstandi ng nortgage obligation, which was then
about $1.4 million. Washington Trust Bank did not nodify the
original loan; the Staffields remained personally liable on the
nor t gage.

Leases

When the Staffields purchased the real estate and at al
relevant tinmes thereafter, the real estate was subject to
preexisting long-term |l eases; the tenants were a sporting goods
busi ness and a cellular tel ephone business. Petitioner
characterizes the |l eases as “triple net |eases”, contending that
the leases require “little or no expenditure of tinme or funds by
the Lessor” and that petitioner is entitled to reinbursenent from
the |l essees for “virtually all” costs it is required to pay under
the terns of the | ease agreenents.

On April 18, 2001, petitioner entered into a managenent
agreenent with Kienmle & Hagood Co., which agreed to | ease,
manage, and operate the real estate for a $250 nonthly fee and a

percentage of future rents on any new | eases with new tenants.
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Petitioner’'s Application for Exenption

On Cctober 15, 2001, petitioner submtted to respondent Form
1023, Application for Recognition of Exenption Under Section
501(c)(3) of the Internal Revenue Code. Part Il of Form 1023
requests a “detailed narrative description of all the activities
of the organi zation--past, present, and planned.” |In response to
this inquiry, petitioner’s application stated:

CRSO owns real estate in Wnatchee, Washi ngton, which

is used as a shopping center. |Its revenue is derived

fromtriple net | eases on that property to unrel ated

third parties. CRSOis a “supporting organization” for

Chi Rho Corporation, a California corporation holding a

Section 501(c)(3) exenption.

Petitioner’s I ncone Tax Returns

For taxable years 2001, 2002, 2003, and 2004, petitioner
reported the followng figures on its Fornms 990-T, Exenpt

Organi zati on Busi ness I ncone Tax Return:

G oss
unr el at ed Unrel at ed Unrel at ed
debt - Aver age busi ness busi ness
G oss fi nanced acqui sition t axabl e i ncone
Year rents i ncone debt ratio i ncone tax
2001 $275, 570 $144, 233 52. 34% $37, 684 $5, 653
2002 280, 577 147, 107 52.43 50, 234 7, 559
2003 254, 317 130, 643 51. 37 30, 064 4,510
2004 228,116 113, 168 49. 6 16, 655 2,498

Denial of Petitioner’s Application for Exenption

By | etter dated Novenber 8, 2002, respondent’s Exenpt

Organi zations Division proposed to deny petitioner’s request for
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t ax- exenpt status. The letter concluded that petitioner is a
f eeder organi zation described under section 502 and does not neet
t he operational test for exenption under section 501(c)(3).

By |etter dated Novenber 25, 2002, petitioner requested a
hearing wth respondent’s Appeals O fice concerning this matter.
In a letter dated Novenber 4, 2003, the Appeals Ofice made a
“final adverse determ nation”, concluding:

Your only activity is the rental of inproved real
property and forwarding net funds to an organi zation
described in section 501(c)(3). Your primry purpose
is to operate a trade or business for profit. As such,
you are an organi zation described in section 502(a).

You are not entitled to the exception set forth in

section 502(b)(1) because not all of your rents would

be excluded under section 512(b)(3). Finally, you did

not establish that you were operated exclusively for

one or nore purposes specified under section 501(c)(3)

of the Code.

Respondent initially sent the determ nation letter to an
incorrect address. Petitioner received the determ nation |letter
only after respondent nmailed it by certified mail to petitioner’s
counsel on June 14, 2005. On June 27, 2005, petitioner filed its
petition requesting section 7428 declaratory relief as to its
t ax- exenpt status under section 501(c)(3).

Di scussi on

A Jurisdiction Qur jurisdiction over this action for

declaratory relief depends upon the filing of a tinely petition.?

2 The parties do not disagree that petitioner tinely filed
its petition and that we have jurisdiction pursuant to sec.
(continued. . .)
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Sec. 7428(a) and (b)(3); see Rule 210(c)(3). Petitioner was
required to file its petition within 90 days of the Secretary’s
sending to the organi zation, by certified or registered mail,
notice of his determnation. Sec. 7428(b)(3). Respondent
originally mailed the purported notice of adverse determ nation,
dat ed Novenber 4, 2003, to an incorrect address; respondent does
not contend that it was mailed to petitioner’s |ast known
address. Petitioner did not receive this purported notice.
Accordingly, this purported notice was ineffective for purposes
of triggering the 90-day period under section 7428(b)(3). C

Roszkos v. Conm ssioner, 850 F.2d 514 (9th G r. 1988) (holding

t hat m saddressed purported notices of deficiency, which the
taxpayers did not receive, were a nullity and ineffective for
termnating a Form 872- A agreenent to extend the period for

assessnent), vacating and remanding 87 T.C. 1255 (1986); Coffey

v. Conmm ssioner, 96 T.C. 161 (1991) (follow ng Roszkos and
decisions of other simlarly aligned Courts of Appeals).

In Coffey v. Conmm ssioner, supra, after sending the

original deficiency notice to an incorrect address, the
Commi ssi oner issued another one and sent it to the correct

address. Because the petition was filed within 90 days

2(...continued)
7428(a). The parties’ agreenent is insufficient, however, to
confer jurisdiction if it is otherwi se |lacking. The Court stil
must assure itself that jurisdictional conditions are satisfied.
Evans Publg., Inc. v. Conm ssioner, 119 T.C 242, 247 n.5 (2002).
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thereafter, the petition was deened tinely. 1d. at 163, 167.

Simlarly, petitioner received the notice of determ nation only

after

respondent sent a second notice by certified mail to

petitioner’s counsel on June 14, 2005. The petition was filed

within 90 days thereafter and, accordingly, was tinely.

B

VWhet her Petitioner Is Entitled to Exenpt Status

1. Statutory Provisions

An organi zation that is organized and operated exclusively

for charitabl e purposes, as described in section 501(c)(3), is

exenpt from Federal inconme tax unless exenption is denied under

secti

on 502 or 503. Sec. 501(a). The central issue in this case

is whether petitioner’s exenption is denied under section 502,

whi ch deals with so-called feeder organi zations. Section 502(a)

provi

term

secti

des:

SEC. 502(a). General Rule.--An organization
operated for the primary purpose of carrying on a trade
or business for profit shall not be exenpt from
taxati on under section 501 on the ground that all of
its profits are payable to one or nore organi zations
exenpt fromtaxation under section 501.

Section 502(b) excludes various types of activities fromthe
“trade or business”. O particular relevance here is
on 502(b) (1), which provides in part:
SEC. 502(b). Special Rule.-- For purposes of this
section, the term“trade or business” shall not
i ncl ude- -
(1) the deriving of rents which would be

excl uded under section 512(b)(3), if section
512 applied to the organization * * *
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Thus, an organization’s rental activity is not a “trade or

busi ness” for purposes of section 502 if the rents would be
excl uded fromunrel at ed busi ness taxable incone (UBTI) under
section 512(b)(3).® Section 512(b)(3) excludes from UBTI “al
rents fromreal property”, subject to various exceptions that are
not gernmane here.* Section 512(b)(4) provides, however, that
“Notwi t hstandi ng” this exclusion, rents from “debt-financed
property” (as defined in section 514) are included in UBTI.®

2. The Parties’' Contentions

Respondent contends that petitioner’s only activities are:
(1) Renting and managi ng two parcels of inproved conmercial rea
estate, and (2) distributing the profits to Chi Rho. Respondent

contends that from 2001 through 2004, over half of petitioner’s

3 Sec. 511 taxes a tax-exenpt organization's “unrel ated
busi ness taxable inconme” (UBTI). Under the general rule of sec.
512(a), UBTI is the gross inconme that an exenpt organi zation
derives froman “unrel ated trade or business” (as defined in sec.
513) that it regularly carries on, |ess applicable deductions and
subj ect to nodifications contained in sec. 512(b).

4 In general, the exclusion for rents is denied if the rents
depend in whole or part on the inconme or profits by any person
fromthe property leased. Sec. 512(b)(3)(B)(ii). Al so, the
exclusionis limted if the rents attributable to personalty
| eased with real property are nore than “incidental”, sec.

512(b) (3)(A) (ii); the exclusion is denied if nore than 50 percent
of the rents are attributable to the personalty, sec.
512(b) (3) (B) (i).

> Debt-financed property generally neans, subject to various
exceptions, any property held to produce incone and with respect
to which there is acquisition indebtedness during the taxable
year. Sec. 514(b)(1).
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rental incone was unrel ated debt-financed incone, which was not
excl uded by reason of section 512(b)(3). Consequently,
respondent concludes, petitioner is operated for the primry
pur pose of carrying on a “trade or business” within the nmeaning
of section 502, so as to preclude tax-exenpt status under section
501(c)(3).°

Petitioner does not dispute that its real property hol dings
are debt-financed property within the neaning of section 514 or
that its rental incone is unrelated debt-financed inconme, which
woul d give rise to UBTI pursuant to sections 512(b)(4) and
514(a) (1) if petitioner were an exenpt organi zation. On brief,
petitioner concedes that if respondent is correct “that debt
financed real estate is, for purposes of Section 502(a), a
prohi bited trade or business because of Section 512(b)(4) * * *
the organization is a feeder organization and not a Section
501(c)(3) entity”, unless the exception in section 502(b) (1)

applies.” Petitioner asserts, however, that it “does not agree

® Respondent al so contends that the facts and circunstances
show t hat petitioner’s ownershi p and managenent activities
associated wth its commercial |easing activity are properly
categorized as a “common | aw trade or business”, wthout regard
to the UBTI provisions. Because we base our decision on
respondent’s primary argunent described in the text supra, we
need not and do not address this alternative argunent.

" According to petitioner’s Forns 990-T, Exenpt Organization

Busi ness Incone Tax Return, for the years 2001 through 2004,
petitioner’s average acqui sition debt ratios declined froma high
of 52.43 percent in 2002 to 49.6 percent in 2004. Petitioner has
(continued. . .)
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t hat sinply having unrel ated business i ncone causes it to becone
a Section 502(a) organization”.

3. Is Petitioner’'s Rental Activity a “Trade or Busi ness”
Under Section 502?

Petitioner contends that its “triple net |eases” are
“i nvestment vehicles, not businesses”. Petitioner contends that
under well-established criteria for determning a trade or

busi ness, as applied in Comm ssioner v. Goetzinger, 480 U S. 23

(1987), and its progeny, these | eases do not represent a regular
and continuous activity so as to constitute a trade or business.
Petitioner contends that there is no indication that Congress

i ntended “trade or business” to nmean anything different for

pur poses of section 502(a). Therefore, petitioner concludes,
section 502(a) fails to ensnare petitioner’s rental activity in
the “trade or business” classification. Accordingly, petitioner
suggests, we need not concern ourselves with the effect, if any,
of the section 502(b) (1) escape hatch. As petitioner puts it:

“The recipe for rabbit soup is to ‘first catch a rabbit’.”

(...continued)
not raised, and accordingly we do not consider, any issue as to
whet her or how these declining ratios should affect a
determ nation as to whether petitioner fits the description of an
organi zation that carries on a business as its “primary purpose”
wi thin the neaning of sec. 502(a).
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Whet her or not respondent has caught a rabbit, it would
appear that petitioner is in the soup. The question is whether
petitioner bel ongs there.

Section 502(b)(1) expressly provides that its special rule
as to the neaning of “trade or business” applies “For purposes of
this section”. Consequently, in construing section 502, we do
not read subsection (a) in isolation but in conjunction with the
special rule of subsection (b)(1), which addresses the neaning of
the term “trade or business”.

Section 502(b)(1) excludes fromthe term“trade or business”
the deriving of rents that would be excluded from UBTI under
section 512(b)(3) if section 512 applied to the organi zati on.
Under traditional principles of statutory construction, the
statute’s explicit provision excluding rental activity that neets
this test should be understood as precluding the exclusion of

rental activity that does not neet this test. See Silvers v.

Sony Pictures Entnt., Inc., 402 F.2d 881, 885 (9th G r. 2005);

Catterall v. Conm ssioner, 68 T.C 413, 421 (1977), affd. sub

nom Vorbleski v. Comm ssioner, 589 F.2d 123 (3d Cir. 1978); see

al so Black’s Law Dictionary 620 (8th ed. 2004) (the statutory
canon of construction “expressi o unius est exclusio alterius”
holds that “to express or include one thing inplies the exclusion

of the other, or of the alternative”).



- 13 -
Consistent with this analysis, section 1.502-1(d)(2), I|ncone
Tax Regs., provides in relevant part:

For purposes of section 502, and this section, for
t axabl e years begi nning after Decenber 31, 1969, the
term “trade or business” does not include--

(1) the deriving of rents described in section
512(b) (3) (A,

* * * * * * *

For purposes of the exception described in subdivision
(i) of this subparagraph, if the rents derived by an
organi zati on would not be excluded fromunrel ated

busi ness incone pursuant to section 512(b)(3) and the
requl ations thereunder, the deriving of such rents
shall be considered a “trade or business”. [Enphasis
added. ]

Petitioner contends that because the just-quoted sentence
cont ai ni ng the enphasi zed matter applies by its ternms only “For
pur poses of the exception described in subdivision (i) of this
subparagraph”, it has no applicability in construing the neaning
of “trade or business” in section 502(a). W disagree. The
exception described in subdivision (i) of this regulation
applies, according to the regulation’s initial words, “For
pur poses of section 502, and this section”. Inasnuch as this
exception applies for purposes of section 502 conprehensively,

t he enphasi zed | anguage supra, which delimts the exception, also
applies for purposes of section 502 conprehensively.

Accordingly, under the regulation, if rents are not excluded from
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UBTlI pursuant to section 512(b)(3), the deriving of such rents is
a “trade or business” for all purposes under section 502.
Petitioner does not expressly contend that the subject
regulation is invalid but contends that it is inconsistent with
| egislative history. W disagree.
Bef ore amendnent in 1969, both sections 502 (in defining
“trade or business” for purposes of the feeder organization
rul es) and 512(b)(3) (in defining UBTI) broadly excluded rents
fromreal property and personal property |eased with the real
property.® 1In 1969, Congress acted to curtail perceived abuses
i nvol vi ng exenpt organi zations’ engaging in commercial activity.
See Staff of Joint Comnm on Taxation, General Explanation of the
Tax Reform Act of 1969, at 62-63 (J. Comnm Print 1970). To that

end, Congress anmended section 512(b)(3) to narrow the exclusion

8 Before sec. 502 was anended in 1969, it read in its
entirety:

An organi zation operated for the prinmary purpose
of carrying on a trade or business for profit shall not
be exenpt under section 501 on the ground that all of
its profits are payable to one or nore organizations
exenpt under section 501 fromtaxation. For purposes
of this section, the term“trade or business” shall not
include the rental by an organization of its real
property (including personal property |leased with the
real property).

Simlarly, before anmendnent in 1969, sec. 512(b)(3) excluded
fromthe definition of “trade or business”, for purposes of
defining UBTI, “all rents fromreal property (including personal
property | eased with the real property).”
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for real property and associ ated personal property rentals that
previously had applied for purposes of determ ning UBTI. Tax
Ref orm Act of 1969 (TRA), Pub. L. 91-172, sec. 121(b)(1), 83
Stat. 537. In place of the fornmer exclusion, Congress provided
the nore limted exclusion now found in section 512(b)(3). S
Rept. 91-552, at 68-69 (1969), 1969-3 C.B. 423, 468. |In
addi tion, pursuant to new section 512(b)(4), rents that woul d be
treated as unrel ated debt-financed i ncone pursuant to section
514(a) (1) were included as UBTI. TRA sec. 121(b)(2); see also

Kern County Elec. Pension Fund v. Comm ssioner, 96 T.C. 845

(1991), affd. wi thout published opinion 988 F.2d 120 (9th Cr
1993).

In the sane section of this |legislation, Congress anended
section 502 to elimnate the former exclusion for rental
activity, replacing it with the nore limted exclusion of section
502(b) (1), cross-referencing new section 512(b)(3). TRA sec.
121(b)(7), 83 Stat. 542. Congress al so added ot her special rules
in section 502(b)(2) and (3), simlarly intended to conformthe
treatment of exenpt organi zations’ business activities for
pur poses of the UBTI rules and the feeder organi zation rules
under section 502. 1d.; see S. Rept. 91-552, supra at 70, 1969-3
C.B. at 469. Describing this anendnment to section 502, the
Senate Finance Conmmttee stated: “this anmendnent nerely makes

these rules [i.e., the UBTI rules and the feeder organization
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rules] consistent.” S. Rept. 91-552, supra at 70, 1969-3 C B. at
469.

In sum the legislative history shows clearly that Congress,
in replacing the former exclusion for real property (and
associ at ed personal property) rental activities wth the nore
limted exclusion provided in section 502(b)(1), did so to
preserve consi stency between the feeder organization rules and
the UBTI rules. Petitioner’s position, by contrast, assunes that
the 1969 | egislation introduced inconsistency, where it did not
exi st before, between the feeder organization rules and the UBTI
rules. In the light of the legislative history, as well as the
pl ain meaning of the statute and the regul ations, petitioner’s
position is untenable.

4. Does the Section 502(b)(1) Exclusion Apply?

Al ternatively, petitioner argues that even if its rental
activity is deened to be a “trade or business” under section
502(a), it qualifies for the section 502(b)(1) exclusion. As
previously noted, section 502(b)(1) excludes fromthe definition
of “trade or business” the deriving of rents “which would be
excl uded under section 512(b)(3), if section 512 applied to the
organi zation”. Petitioner contends, and respondent does not
di spute, that petitioner’s rents woul d be excluded under section
512(b)(3) if that provision were applied in isolation.

Petitioner does not dispute that its rentals, deriving from debt-
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financed property, would be subject to UBTI pursuant to section
512(b)(4). Petitioner suggests, however, that the operation of
section 512(b)(4) is irrelevant for purposes of establishing
eligibility for the section 502(b)(1) exclusion. W disagree.
Section 512(b)(4) provides that “Notw thstandi ng” the
vari ous exclusions from UBTlI contained in section 512(b) (1), (2),
(3), and (5), unrelated debt-financed incone is included in UBTI
Section 512(b)(4) thereby “nullifies these exclusions for inconme

derived from ‘debt-financed property’”. Bartels Trust v. United

States, 209 F.3d 147, 149 (2d G r. 2000). Consequently, “if
section 512 applied to the organi zation”, as section 502(b) (1)
provi des, then section 512(b)(4) would preclude petitioner’s
exclusion of its rents from UBTI under section 512(b)(3). Hence,
petitioner does not satisfy the requirenents of the section
502(b) (1) excl usion.
Concl usi on

Petitioner’s rental activity constitutes a “trade or
busi ness” within the neaning of section 502(a); the exclusion
under section 502(b) (1) does not apply. Consequently, petitioner
is not operated exclusively for charitable or other exenpt
purposes and so is not entitled to exenpti on under section

501(c) (3).



To reflect the foregoing,

Deci sion will be entered

for respondent.




